In this paper we address the following question : is it more profitable, for an entrant in a differentiated market, to acquire an existing firm than to compete ? We illustrate the answer by considering competition in the banking sector.
Introduction
In this note, we analyse under which conditions a foreign bank can find profitable to enter a local market where customers face switching costs when moving from a domestic bank to a new provider. When an individual is planning to acquire a house, he/she can hesitate between either to buy an already built one, or invest in the building of a new one. An analogous dilemma is faced by a firm entering in an existing market: either it can acquire a firm which already exists, or decide to enter with a new installation. Of course, the choice effectively made is the more profitable one. Notice however that the market structure is affected by the result of the choice. Buying an existing firm does not affect competition in the market but simply leads to a money transfer among agents. On the contrary, entry with a new firm directly affects the structure of the market by increasing the number of competitors, as well as the number of varieties offered to the consumers. Indeed, firms generally do not sell a homogeneous product. Products and services supplied in the market are often differentiated.Then consumers face a wider domain of varieties when a new product enters the market than when the entrant simply buys a firm which was already existing before. In particular, when these products or services can be unambiguously ranked along some quality ladder, entry with a new product provides wider choice opportunities to consumers depending on the leveI of quality of the new product. In this paper we address the following question: is it more profitable, for an entrant in a vertically differentiated market, to buy an existing firm than to enter and to compete?
This question appears as particularly pregnant in the context of banking competition. The retail banking sector in the European Union was historically fragmented along national lines, and market integration is far from being complete. Also, it is mainly dominated by local banks which develop long-term relationships with their customers. In spite of new delivery channels in this sector (phone, internet, inter alia), trust and proximity turn out to be crucial, and direct contact with customers is still the main way for a bank to gain and satisfy clients. Indeed, customers' satisfaction depends not only on the product itself, but also on other variables, such as the promptness of personnel in solving problems and the face-to-face relations which are dependent on the existence of a wide network of branches. As banks are fully aware that winning regular clients is the key to get commercial success, they prevent quite often their clients from moving to other banks through the erection of switching costs, which arise each time a customer decides to change his current provider 1 . The low level of customer mobility induced by this customer-based approach has a significant impact on the intensity of competition 2 . Due to the relevance of personal customer-bank relationships, the entry of foreign banks turn out to be difficult 3 . From an inquiry conducted by the European Commission (2007) on the balance between domestic and foreign banks in the top five banks in each European Member State, measured by gross total retail income, it emerges that the top banks are, in most countries, domestic. While in France, Italy, Spain, Sweden and the UK, the top five banks are all domestic, foreign banks seem to find some room available in the New Member States. Also, the same inquiry shows that, in the majority of Member States, annual customers' switching rates for current accounts are quite low and stable at 5 to 10 per cent per year.
In this note, we analyze under which conditions a foreign bank can find profitable to enter a local market where customers face switching costs when moving from a domestic bank to a new provider. Quite surprisingly, the link between customers' switching costs and bank entry has been so far neglected by theoretical scholars working in bank competition. A huge amount of work going back to the eighties is concerned with banks' entry into foreign markets (pioneering studies have been provided by Goldberg and Saunders (1981) and Kindleberger (1983) . For more recent works, see Buch (2000) , Buch and Golder (2002) and Boldt-Christmas, Jacobsen and Tschoegl (2001)). Yet, it mainly focuses on motives for banks to enter new markets. Also, a research line on consumers' loyalty and bank performance has been developed. This line allows to clarify how building up profitable relations with group of loyal consumers can determine a competitive advantage for banks (Levesque and McDougall (1996) , Reichheld, (1993) ). While contributing to disentangle the main characteristics of the banking sector, this research line is primarily concerned with the origin and sources of switching costs.
In the formal model we introduce hereafter, we assume that the local market initially consists of two domestic banks, providing financial products of different quality, say high and low quality. The high-quality bank has a widespread network and offers a full range of services to the clients, while the low quality bank has a smaller number of branches and the range of products is limited to a more restricted set of services. Then, a foreign bank decides to enter this local market. This bank can either acquire one of the existing banks, or enter while keeping its own brand and, thus, directly competing with the existing rivals. In the first case, the foreign bank enters the market by acquiring one of the existing banks, either the high quality or the low quality one. In this first scenario, the foreign bank is not penalized by the existence of switching costs. Yet, it has to pay a cost of acquisition which can still make entry unprofitable.
where switching costs play amost no role. 3 As local banks strengthen consumers' loyalty by means of switching costs, a foreign bank acquiring local retail providers can take advantage of regular clients and thus increase the chance to survive in this new environment. In the alternative case, it can offer only services whose perceived quality is lower than the effective one, due to the existence of switching costs. As a consequence, even when the effective quality of its services is at the top of the quality ladder, it is perceived as if it would be lower than the one provided by the high quality local bank. The entry dilemma is: what strategy to select, to acquire, or to compete?
Using a vertically differentiated model, we show first that the foreign bank always gets a non positive profit at equilibrium when the magnitude of switching costs is so high that it can only offer services whose quality is at the bottom of the existing quality ladder. When switching costs are not so significant to prevent entry, then, only two profitable options remain: either it can enter with an intermediate quality level, or it has to acquire one of the existing banks. We illustrate in a non cooperative sequential entry/acquisition game when one choice is more profitable than the other, depending on the value of the acquisition price.
Two national banks
Assume that in a covered market there are two national banks, say H and L, providing differentiated services to the customers. Services of bank H are unanimously ranked of being of a higher quality than those of bank L. The average cost with respect to quality is assumed to be constant and, without loss of generality, we set it equal to zero.
Consumers are identified by the parameter θ ∈ [a, b] , 0 ≤ a < b and uniformly distributed with density equal to 1. Utility of consumer θ is given by
where u H > u L and p i is equal to the price that customers pay for getting the whole bundle of services provided by bank i. Furthermore, assume that
As it will be seen later, this assumption guarantees that exactly two firms can make strictly positive profits at an interior equilibrium. Denote byθ the consumer who is indifferent between being served by banks H and L at prices p H and p L , respectively. Solving in θ the equation
Then, demand functions to bank H and L are given, respectively, by
Maximization of (2) and (3) 
Notice that (1) guarrantees that both equilibrium prices and profits are strictly positive and that the market is indeed covered. Substituting these prices in (2) and (3), respectively, we obtain that profits Π
• H and Π
• L at equilibrium are given by
Competition between foreign and national banks
We assume now that a foreign bank decides to enter the national market. When entering the market, this foreign bank can either acquire one of the national banks, or compete with them. In order to derive the optimal choice, we define a non cooperative sequential entry/acquisition game in the following way: the foreign firm F offers to buy the highest quality firm at some price P H ; if bank H turns down this offer, the foreign bank offers to buy bank L at some price P L ; if bank L turns down its offer, the foreign bank enters the market 4 . When entering the market, two cases may arise depending on whether the foreign bank enters the market with a quality lying at the bottom of the quality ladder, or between the top and the bottom, namely
In both these cases, the foreign bank provides a service whose quality is assumed to be given by u F = u H − s, s < u i , i = H, F, L, s representing the switching cost incurred by consumers if they decide to move from a national bank to the foreign one. We start analysing when the third scenario, direct competition, can take place in the market, namely when there is room left to the foreign bank at equilibrium, depending on the magnitude of the switching costs.
Equilibrium analysis in case (
In this scenario, the consumer θ H indifferent between being served by bank H or L at prices p H and p L , respectively, writes as
for the national banks H and L, respectively, are
for the foreign bank F . Thus, the respective profits functions write as
From the first order conditions, it is easy to identify the following best reply functions
Thus, solving the above system, we easily derive the candidate equilibrium prices p H ,p L andp F :
Notice however that (1) implies
which, in turn, implies that
or, equivalently,p F ≤ 0. Accordingly, when (1) is satisfied, then the equilibrium value of p F = 0. In that case, the value of best replies of banks H and L have to be computed against p F = 0, namely,
Solving this system in p H and p L , we get the equilibrium prices p * H , p * L and p * F , namely,
Given that u F = u H − s, these equilibrium prices can be rewritten as
Finally, profits at equilibrium write as follows
The following proposition summarizes the above findings.
Proposition 1 When the switching cost s is so high that u H > u L > u F = u H − s, there is no room in the market left at equilibrium to the foreign bank.
Now assume that the switching cost s satisfies:
H the consumer who is indifferent between being served by banks H and F at prices p H and p F respectively. Solving the equality
we find thatθ
Similarly, denote byθ F indifferent between buying services provided by bank F or L at prices p F and p Lθ
Accordingly, the corresponding demand functions
for the national bank. Thus, the respective profits functions are:
Then, solving the above system, we compute the candidate equilibrium prices p H ,p L andp F , namely
Just repeating the argument developed in the previous section, these candidates are not equilibrium prices. Accordingly, it follows from above that the value of best replies of banks H and F have to be computed against p L = 0, namely,
Thus, solving this system in p H and p F , we get the equilibrium prices p * * H , p * * L and p * * F , namely
leading to equilibrium profits
We summarize the above result in the following proposition.
Proposition 2 When the switching cost s satisfies :
the foreign bank can successfully enters the market at equilibrium. However, the local bank providing the service whose quality lies at the bottom of the quality ladder is pushed away from the market.
The optimal entry
We are now in a position to characterize the optimal entry-choice for the foreign bank. The available options are: (a) to acquire a national bank (either the high quality bank or the low quality one) and thus to pay the cost of acquisition of the local bank without incurring switching costs; (b) to compete with the existing banks without paying the cost of acquisition and supply services whose quality lies, according to the previous section, between the top and the bottom qualities of the national banks, due to the switching costs. Payoffs of the foreign bank when it decides to acquire rather than to compete, are assumed to obtain as an outcome of the following non cooperative sequential entry/acquisition game which develops as follows:
1. the foreign firm F offers to buy the highest quality firm at some price P H (notice that P H equals 0 if the foreign bank does not really want to acquire bank H);
2. if bank H turns down this offer, the foreign bank offers to buy bank L at some price P L (which can be 0 if the foreign bank prefers to enter rather than to buy); 3. if bank L turns down its offer, the foreign bank enters the market only when there is room for it (i.e. when u
The game is solved backward in the case u H > u F > u L 5 . Let us first consider the possible acquisition of bank L by the foreign bank. Bank L would accept to sell out whenever offered a price P L at least equal to the profits it would get, conditional on turning down the proposal, namely P L = 0. We know from the previous section, that entry would yield to bank F profits equal to
which are maximum at s =
, while acquiring bank L at price 0 would give it the duopoly profits
Let us denote by ∆ the value u H − u L and define x by x = a b . The sign of the difference between profits from entry and profits from acquiring Firm L has the same sign as the expression
given that we have assumed x ∈ 1 4 , 1 2 , in order to ensure that two, and only two, firms can make positive profits in this market. Denote by s − and s + the roots of the second-order polynomial
8 ] the foreign firm F prefers to buy firm L whatever the value of s;
(ii) when x ∈ ( Proof. It is sufficient to notice that (i) the sign of P (s) is the sign of (5) , (ii) P (s) is strictly negative for all s whenever 64x
) and
Below we have plotted s − /∆ and s + /∆ as functions of x.Notice that the interval of values of s such that entry is a better strategy than acquiring firm L increases as x increases.
The results of Lemma 3 are rather intuitive. It is better to buy the lower quality bank rather than to enter when (i) the consumers' types range [a, b] is such that a/b is sufficiently small and (ii) even when a/b is large, when the quality of the foreign firm is not very different from the quality of one of the two existing national banks. This is simply because in both cases, competition between the entrant and one, or both, of the incumbents would be fierce, and lead accordingly to low entrant's profits. We can summarize the above results as follows. Let us now study the first stage of the game. By acquiring firm H, the foreign bank would earn profits equal to
. It would have to pay a price P H equal to the profits of bank H, if it turns down F 's offer. Of course, the value of this price depends on what is F ' s best strategy, as defined in Lemma 3, when its offer to H is turned down. When F ' s strategy is to buy bank L, then the acquisition price P H is equal to bank H' s duopoly profits, namely P H = (uH −uL)(2b−a) the first stage game, the foreign firm F always prefers to acquire firm H rather than to compete.
Proposition 5 When the ratio a/b obtained from the consumers' types range is small or when it is large but F 's quality is not very different from H's or L's, then the foreign bank acquires the low quality firm. When the ratio a/b is large and F 's quality differs substantially from H's and L's so as to make entry a credible threat, the foreign bank acquires the high quality bank H 7 .
Conclusion
In this note we have completely clarified the entry dilemma under vertically differentiated competition: is it more profitable to buy an existing firm than to compete directly with incumbents? First, when the switching cost incurred by consumers is so high that the foreign bank can contemplate to enter only with the lowest quality, there is no room left for entry. On the contrary, when the switching cost is less significant, the potential entrant is able to enter with an intermediate quality and compete with the incumbents. However, entering the market is never an equilibrium strategy for the foreign firm. In any case, notice that, the quality ladder finally proposed to the consumers is identical, ex-ante and ex-post.
Of course, the simplicity of our conclusions relies on the specific structure which is used to model banking competition. It is well known that, under vertical product differentiation, there is an upperbound on the number of products which can survive at equilibrium (Gabszewicz and Thisse (1980) , Shaked and Sutton (1983) ). This property also relies on the fact that we have assumed a constant average cost with respect to quality; the conclusions about entry could be more difficult to derive if quality costs would not be assumed to be linear.
There is still room for providing many further microeconomic insights into the problem of banking competition. For instance, in order to embed spatial competition among banks, the model could be enriched if it would be combined with some elements borrowed from horizontal differentiation. For example, some consumers could prefer a bank located close to their own location than another one even providing better services, simply because this higher quality does not compensate for the higher transportation costs incurred when moving to this other bank. Solving this problem would require a framework combining elements borrowed from both vertically and horizontally differentiated models. More generally, the implications of entry by acquisition on competition constitutes an open field for future research which has only been superficially scratched in the present essay.
